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USE  OF  DEPOSITORY  SYSTEMS  BY 
REGISTERED  MANAGEMENT  COMPANIES 

Proposed  Rule 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION :  Proposed  rule. 

SUMMARY:  This  document  solicits  pub¬ 
lic  comments  on  a  revised,  proposed  rule 
under  the  Investment  Company  Act  of 
1940  that  Vv’ould  permit,  under  certain 
conditions,  the  portfolio  securities  of  any 
registered  management  investment  com¬ 
pany  to  be  held  in  a  depository  system  for 
the  central  handling  of  securities.  The 
proposed  rule  is  intended  to  permit,  under 
conditions  designed  to  protect  investors, 
the  use  by  a  registered  management  com¬ 
pany  of  the  joint  Federal  Reser\e-Treas- 
ury  Department  book-entry  program  for 
United  States  government  and  agency  se¬ 
curities  and  any  depository  system  oper¬ 
ated  by  a  clearing  agency  registered 
under  the  Securities  Exchange  Act  of 
1934. 

DATES:  Comments  must  be  received  on 
or  before  January  18,  1978.  Because  this 
constitutes  the  second  request  for  com¬ 
ments  on  the  proposed  rule,  it  is  not  ex¬ 
pected  that  the  time  for  comment  will  be 
extended. 

ADDRESS:  Interested  persons  should 
submit  their  view’s  and  comments  in 
triplicate  to  George  A.  Fitzsimmons,  Sec¬ 
retary,  Securities  and  Exchange  Commis¬ 
sion,  500  North  Capitol  Street,  Washing¬ 
ton,  D.C.  20549.  All  submissions  will  be 
made  available  for  public  inspection  at 
the  Conunission’s  Public  Reference  Sec¬ 
tion.  Room  6101,  1100  L  Street,  NW., 
Washington.  D.C.  20005,  and  should  refer 
to  File  No.  S7-675. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Stanley  B.  Judd,  Esq.,  Division  of  In¬ 
vestment  Management,  Securities  and 
Exchange  Commission,  500  North  Capi¬ 
tol  St..  Washington.  D.C.  20549,  202- 
376-8056. 

SUPPLEMENTARY  INFORMATION: 
On  February  7,  1977,  the  Commission  is¬ 
sued  a  notice.  Investment  Company  Act 
Release  No.  9633,  published  February  11, 
1977  in  the  Federal  Register,  42  FR 
8666,  that  it  had  under  consideration  the 
adoption  of  a  new  rule  17f-4  (17  CFR 
270.17f-4)  under  the  Investment  Com¬ 
pany  Act  of  1940  (15  U.S.C.  80a-l  et  seq.) 
(“Act”) .  The  Commission  has  considered 
the  public  comments  received  in  response 
to  that  notice  and  a  subsequent  notice  ex¬ 
tending  the  comment  period.  Investment 
Company  Act  Release  No.  9669,  42  FR 


14738,  has  made  certain  modifications  of 
the  rule,  and  now  believes  that  it  is  ap¬ 
propriate  to  resolicit  public  comments  on 
the  rule. 

General  Provisions  of  the  Rule 

The  rule  currently  proposed  differs 
significantly  from  the  rule  previously 
proposed.  However,  participation  in  a 
depository  system  by  a  registered  man¬ 
agement  company  (“Company”)  would 
still  be  permitted  either  directly,  or  in¬ 
directly  through  a  Company  custodian 
or  a  Comparty  custodian  and  an  inter¬ 
mediary.  On  direct  participation,  in  a 
depository  by  a  Company,  the  proposed 
rule  would  require  an  instruction  of  an 
officer  of  the  Company  to  authorize  a 
transaction  and  further  require  the 
Company  to  have  a  system  that  is  de¬ 
signed  to  prevent  and  to  limit  instruc¬ 
tions  that  have  not  been  duly  authorized. 
Such  system  is  also  required  to  have  been 
reviewed  by  the  independent  public  ac¬ 
countant  of  the  Company  and  approved 
by  the  Company’s  Board  of  Directors. 
The  proposed  rule  would  permit  a  Com¬ 
pany  to  participate  in  ordinary  deposi¬ 
tory  arrangements  pursuant  to  which 
securities  may  be  delivered  and  payment 
therefor  made  upon  instruction  of  the 
party  making  the  delivery  without  any 
instruction  from  the  party  receiving  the 
delivery  unless  the  transaction  is  re¬ 
claimed  by  the  party  receiving  the  de- 
liveiT. 

The  proposed  rule  would  require  ap¬ 
proval  by  the  board  of  directors  of  a 
Company  of  the  Company’s  participation 
in  a  depository  system  and  the  form  of 
such  participation.  On  direct  participa¬ 
tion,  the  rule  w’ould  also  deal  with  the 
procedures  to  be  followed  upon  the 
termination  of  such  a  relationship.  With 
respect  to  direct  or  indirect  use  of  a  de¬ 
pository  system,  it  would  require  that, 
upon  a  purchase  of  securities  by  a  Com¬ 
pany,  delivery  be  made  against  payment 
and  that,  upon  a  sale  of  securities  by  a 
Company,  payment  be  made  against  de¬ 
livery.  It  would  also  require  any  arrange¬ 
ment  in  which  a  depository  is  used  to 
provide  that  the  depository,  if  a  certifi¬ 
cated  security  in  its  possession  or  control 
is  lost,  destroyed  ,or  stolen,  w’ill  do  what  is 
appropriate  and  necessary  to  obtain  re¬ 
placement.  The  rule  would  also  require 
that,  when  a  Company  participates  in  a 
depository,  any  custodian  or  intermedi¬ 
ary  ‘  be  obligated  to  deliver  to  the  Com¬ 
pany  any  internal  accounting  control 
report  on  the  depository  received  by 
either  of  them  and  that  the  custodian 
and  any  intermediary  also  be  obligated 
to  provide  the  Company  with  such  in¬ 
ternal  accounting  control  reports  on  the 
custodian  or  intermediary  as  the  Com¬ 
pany  may  reasonably  require. 

The  rule  would  further  provide  that 
the  books  and  records  of  any  custodian 
and  any  intermediary,  to  the  extent  that 
they  relate  to  depository  services  ren¬ 
dered  to  the  Company,  be  open  to  inspec¬ 
tion  by  the  Commission.  In  addition,  the 


rule  would  require  that  the  Company’s 
assets  not  be  commingled  in  any  account 
of  a  custodian  or  intermediary  that  in¬ 
cludes  assets  held  other  than  as  a  fidu¬ 
ciary,  custodian,  or  otherwise  for  cus¬ 
tomers.  Arrangements  would  also  have  to 
be  made  for  the  custodian  to  send  the 
CompBiny  confirmation  of  any  purchase 
or  sale,  as  well  as  make  the  appropriate 
book-entry.  The  rule  would  require  that 
arrangements  be  made  for  the  prompt 
transmission  to  the  Company  of  proxy 
materials  and  other  information. 

It  also  would  be  required  that  the 
custodian  be  liable  to  the  Company,  and  ' 
any  Intermediary  be  liable  to  the  custo¬ 
dian,  for  any  loss  or  damage  resulting 
from  use  of  the  depository  by  reason  of 
any  negligence,  misfeasance,  or  miscon¬ 
duct  on  the  part,  respectively,  of  the 
custodian  or  intermediary  or  any  of  their 
respective  agents  or  employees  or  from  a 
failure  of  the  custodian  or  any  interme¬ 
diary  effectively  to  enforce  such  rights 
as  it  may  have  against  an  intermediary 
or  depository. 

Permitted  Depositories 

The  rule  permits  the  use  of  the  joint 
Federal  Reserve-Treasury  Department 
book-entry  program  for  United  States 
government  and  agency  securities  (“Book 
Entry  System”)  and  any  system  for  the 
central  handling  of  securities  operated  by 
a  person  registered  under  the  Securities 
Exchange  Act  of  1934  (15  U.S.C.  78a  et 
seq.)  with  the  Commission  as  a  clearing 
agency  in  which  securities  of  any  par¬ 
ticular  class  or  series  of  any  issuer  de¬ 
posited  within  the  system  may  be  treated 
as  fungible  and  may  be  transferred, 
loaned,  or  pledged  by  bookkeeping  entry 
without  physical  delivery  of  such  securi¬ 
ties. 

The  rule  does  not  apply  to  the  system 
provided  at  the  Department  of  the  Treas¬ 
ury  for  direct  book  entry  recordation  of 
the  names  of  investors  (not  to  be  con¬ 
fused  with  the  Book-Entry  System  men¬ 
tioned  above),  which  system  is  designed 
primarily  for,  but  not  limited  to,  those 
owners  of  Treasury  bills  who  plan  to  re¬ 
tain  their  investments  until  maturity. 
Treasury  bills  maintained  in  this  system 
may  not  be  transferred  from  one  ac¬ 
count  at  the  Treasury  to  another  by  sale 
or  for  any  reason  other  than  one  of  law¬ 
ful  succession,  and  there  is  no  mecha¬ 
nism  for  the  recording  of  pledges.  While 
bills  may  be  withdrawn  prior  to  maturity 
upon  the  request  of  the  investor,  by 
means  of  a  transfer  to  a  book-entry  ac¬ 
count  in  the  name  of  the  Treasury  de¬ 
positor  maintained  at  or  through  a  mem¬ 
ber  bank  of  the  Federal  Reserve  System, 
the  Treasury  does  not  handle  payments 
in  connection  with  such  transfers.  ’Thus, 
it  appears  to  be  a  system  in  which  an 
issuer,  the  Treasury,  instead  of  issuing 


'  A  bank  or  member  firm  which  acts  as  an 
agent  for  a  custodian  In  connection  with  the 
use  of  a  depository  In  which  the  bank  or 
member  firm  Is  a  participant. 


) 
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certificated  securities,  issues  securities  by 
entry  on  its  books,  much  in  the  same  way 
as  a  mutual  fund  may  issue  securities  by 
entry  on  its  books.® 

It  appears,  therefore,  that  the  direct 
book-entry  system  maintained  by  the 
Treasury  is  not  a  depository  system,  i.e., 
a  system  in  which  securities  may  be 
transferred  or  pledged  by  bookkeeping 
pnt.rv  without  Dhvsir.al  delivery  of  such 
securities. 

MANNER  OF  PARTICIPATION 

A  Company  would  be  able  to  partici¬ 
pate  directly  in  a  depository  system,  or 
indirectly  through  a  custodian  which  is 
a  participant  in  a  depository  system,  or 
through  a  custodian  which  itself  is  in¬ 
directly  participating  in  a  depository^ 
system  through  an  intermediary  bank  or 
intermediary  member  firm  that  is  a  par¬ 
ticipant  in  the  depository  system.  One 
commentator  argued  that  the  rule  should 
not  prohibit  more  than  one  level  of  inter¬ 
mediary  participation  between  a  custo¬ 
dian  and  a  depository  since  there  was  no 
evidence  that  multiple  intervenors  would 
introduce  additional  levels  of  error,  and 
that  if  there  is  a  demand  for  such  par¬ 
ticipation  it  should  not  be  disregarded 
without  a  thorough  examination  of  the 
problems  which  may  result.  No  commen¬ 
tator  indicated  that  there  is  any  demand 
for  such  participation.  Furthermore,  as 
applied  to  ordinary  depository  proce¬ 
dures  in  which  securities  may  be  deliv¬ 
ered  and  payment  therefor  made  without 
instructions  of  the  participant  receiving 
the  security,  it  seems  that  the  use  of 
multiple  intervenors  would  present  ob¬ 
vious  difficulties.  This  is  because  of  the 
necessity  for  the  participant  in  the  de¬ 
pository  to  be  able  to  reclaim,®  within  the 
time  permitted  by  the  depository,  trans¬ 
actions  which  were  not  authorized  by  the 
person  who  has  purportedly  purchased 
the  security.  Thus,  it  would  appear  nec¬ 
essary  either  that  such  person  be  in¬ 
formed  of  the  transaction  through  the 


=  The  proposed  rule  deals  with  participa¬ 
tion  by  Companies  in  depository  systems, 
i.e.,  systems  for  the  central  handling  of  se¬ 
curities  pursuant  to  which  all  securities  of 
any  particular  class  or  series  of  any  issuer 
deposited  within  the  system  are  treated  as 
fungible  and  may  be  transferred  or  pledged 
by  bookkeeping  entry  without  physical  de¬ 
livery  of  such  securities.  It  does  not  deal  with 
direct  ownership  by  a  Company  of  securities 
Issued  by  book-entry.  Direct  participation 
in  book-entry  issuance  systems  may  raise 
special  problems.  Consideration  of  these 
problems  at  the  present  time  may  be  pre¬ 
mature  since  no  Company  has  Indicated  any 
Interest  in  participating  in  such  a  system. 
Furthermore,  the  resolution  of  such  prob¬ 
lems  may  take  some  time,  during  which 
Companies  should  be  able  to  participate  in 
depositories.  Therefore,  the  rule  is  limited 
to  the  use  of  depository  systems.  These  sys¬ 
tems  may  themselves  hold  securities  Issued 
by  book-entry.  If  there  is  sufficient  Interest, 
separate  consideration  will  be  given  later  to 
a  Company’s  direct  ownership  of  securities 
issued  by  book-entry. 

To  return  an  item  on  the  grounds  of  ir¬ 
regularity  in  the  delivery  such  as  a  delivery 
which  the  participant  does  not  know. 


intervenors  and  be  capable  of  confirming 
or  denying,  again  through  the  inter¬ 
venors,  in  the  limited  time  available,  or 
that  arrangements  be  made  for  the  auto¬ 
matic  reclamation  of  any  transaction 
for  which  specific  authorization  has  not 
been  received. 

AUTHORIZATION  OF  TRANSACTIONS  WHEN  A 

COMPANY  PARTICIPATES  DIRECTLY  IN  A 

DEPOSITORY  SYSTEM  AND  THE  PROCEDURES 

TO  BE  FOLLOWED  UPON  TERMINATION  OF 

SUCH  A  RELATIONSHIP 

In  connection  with  the  direct  partici¬ 
pation  by  a  Company  in  a  depository  it  is 
necessary,  to  protect  the  interests  of  in¬ 
vestors  in  the  Company,  that  there  be 
requirements  with  respect  to  the  au¬ 
thorization  of  transactions  and  the  pro¬ 
cedures  to  be  followed  upon  termination 
of  participation  just  as  there  are  such 
provisions  in  connection  with  a  bank 
custodianship  or  a  self  custodianship  in 
which  the  assets  of  a  Company  are  held 
in  the  safekeeping  of  a  bank. 

It  was  previously  proposed  that  pro¬ 
visions  similar  to  those  customarily  con¬ 
tained  in  bank  custody  arrangements  be 
required.  Several  commentators  objected 
to  this  on  the  ground  that  such  provi¬ 
sions,  which  typically  require  hard  copy 
instructions  which  have  been  signed  by 
two  officers  and  state  the  nature  of  a 
transaction  and  are  accompanied  by 
board  resolutions  in  the  case  of  a  trans¬ 
action  other  than  the  most  usual,  are  not 
suitable  in  cases  where  speed  of  execu¬ 
tion  is  essential  or,  generally,  in  connec¬ 
tion  with  a  system  designed  to  reduce 
documents  and  the  necessity  to  deliver 
and  inspect  documents  in  connection 
with  security  transfers.  Specific  objection 
was  received  to  the  requirement  of  two 
signatures,  or  to  mandating  a  procedure 
that  would  require  depositories  to  deter¬ 
mine  whether  a  particular  transaction 
requires  a  certified  copy  of  a  resolution  of 
a  Company’s  board  of  directors.  Other 
commentators  suggested  that  facsimile 
copies  of  signatures  be  permitted,  that 
other  means  of  authorizing  transactions 
other  than  by  signature  be  permitte.i, 
and  that  oral  instruction  followed  by 
confirmation  be  acceptable  in  certain  cir¬ 
cumstances.  It  was  also  suggested  that  all 
that  should  be  required  is  that  adequate 
controls  be  established  to  prevent  misuse 
of  instructions  and  that  these  controls 
be  reviewed  by  independent  auditors  and 
other  acceptable  experts  and  approved 
by  directors. 

In  response  to  these  comments,  the 
currently  proposed  rule  would  ( 1 )  define 
an  officer’s  instruction  as  a  request  or 
direction  in  the  name  of  a  Company  by 
an  officer  of  the  Company,  (2)  require  a 
specific  officer’s  instruction  to  authorize 
a  transaction  except  that  general  stand¬ 
ing  instructions  would  be  permitted  to 
authorize  payment,  from  any  cash  re¬ 
ceived  by  a  depository  to  or  for  the  ac¬ 
count  of  a  Company,  to  an  account  of 
the  Company  in  the  custodianship  of  a 
bank  custodian  or  for  payment  of  all  de¬ 
pository  fees  and  penalties  or  for  all 
deliveries  not  reclaimed  and  (3)  require. 


as  a  condition  of  a  Company’s  direct 
participation  in  a  deposiotry,  that  the 
Company  have  a  system  for  the  giving 
of  officer’s  instructions  that  is  designed  to 
prevent  and  to  limit  any  instructions  that 
are  not  duly  authorized.  It  is  required 
that  such  a  system  shall  provide  for  the 
form,  content,  and  the  means  by  which 
an  officer’s  instruction  is  given,  recorded 
and  reviewed.  It  is  also  required  that 
such  a  system  shall  have  been  approved 
by  the  Company’s  board  of  directors  after 
it  has  been  examined  and  reported  on  by 
an  independent  accountant. 

The  proposed  rule  also  requires  that  on 
termination  of  direct  participation  in  a 
depository  by  a  Company,  the  depository 
is  required  to  deliver  the  assets  of  the 
Company  to  a  person  who  is  entitled  to 
have  custody  under  the  Act  and  the  rules 
thereunder.  The  revised  rule  proposal 
makes  clear  that  this  obligation  is  subject 
to  the  depository’s  rules  regarding  con¬ 
tributions  to  a  participant’s  fund  of  such 
depository. 

REQUIREMENTS  WITH  RESPECT  TO 
DELIVERY 

At  the  present  time  it  is  customary  for 
transactions  of  a  Company  to  be  made  on 
the  basis  of  payment  on  delivery  when  a 
security  is  purchased  by  the  Company, 
and  delivery  on  payment  when  a  secu¬ 
rity  is  sold  by  the  Company.  This  prac¬ 
tice  has  served  to  protect  Companies 
against  losses  which  may  result  when  one 
party  to  a  purchase  or  sale  performs  his 
part  of  the  bargain  and  the  other  party 
does  not.  It  seems  advisable  that  this 
practice  be  continued  when  a  depository 
is  used  since  the  protection  provided 
Companies  by  the  practice  would  still  be 
necessary.  Furthermore,  the  advances 
which  the  Securities  ^vestor  Protection 
Corporation  may  make  to  a  trustee  of  a 
broker  for  the  protection  of  customers 
of  a  broker  are  limited  in  the  aggregate 
to  $50,000  per  customer  of  which  a  maxi¬ 
mum  of  $20,000  would  be  available  for 
claims  for  cash  and,  thus,  may  be  in¬ 
adequate  to  protect  a  Company  which, 
because  of  the  size  and  number  of  its 
transactions,  may  be  exposed  to  larger 
losses. 

The  rule  provides,  therefore,  that  a 
Company  may  participate  directly  or  in¬ 
directly  in  a  depository  only  under  an 
arrangement  pursuant  to  which,  upon 
the  sale  of  a  security,  the  depository  may 
effect  delivery  of  the  security  only  upon 
payment  for  the  security  or  the  deposi¬ 
tory’s  guarantee  of  payment,  and  a  par¬ 
ticipant’s  account  in  the  depository  may 
be  debited  for  payment  for  a  security 
only  upon  delivery  of  the  securities  to  the 
account  or  the  depository’s  guarantee 
of  delivery.  The  rule  does  not  deal  with 
the  manner  in  which  the  amount  of  the 
payment  to  be  received  or  paid  is  deter¬ 
mined.  'This  is  covered  by  the  depository’s 
rules.  The  rule  does  not  require  a  Com¬ 
pany  to  enter  into  a  direct  agreement 
with  a  depository. 

Upon  sales  of  the  portfolio  securities 
of  a  Company  participating  in  a  deposi¬ 
tory  system,  the  rule  generally  would  re¬ 
quire  yalue  deliyeries,  i.e.,  free  deliyeries 
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would,  generally,  not  be  permitted.  This 
would  apply  to  free  deliveries  within  the 
system,  i.e.,  book  entry  deliveries  with 
no  corresponding  payment  entries,  and 
to  free  deliveries  outside  the  system,  i.e., 
deliveries  of  certificated  securities  with¬ 
out  corresponding  payments.  The  rule 
would  also  restrict  participation  by  a 
Company  to  those  depositories  whose 
procedures  meet  the  standard  of  the  rule. 

The  previously  proposed  rule  contained 
a  provision  intended  to  deal  with  the 
possibility  that  in  certain  circumstances 
questions  might  exist  as  to  whether  the 
entries  made  with  respect  to  a  transac¬ 
tion  were  sufficient  to  constitute  delivery 
under  section  8-313  of  the  Uniform  Com¬ 
mercial  Code  (“UCC”) .  For  example,  in 
connection  with  a  transaction  which 
would  not  appear  on  the  books  of  a  de¬ 
pository,  such  as  a  transaction  between 
a  Company  and  another  customer  of  its 
custodian  or  intermediary,  appropriate 
entry  on  the  books  of  the  custodian  or  in¬ 
termediary  might  not  be  sufficient  to  con¬ 
stitute  delivery  under  the  UCC.  The  rem¬ 
edy  proposed  was  to  require,  as  a  con¬ 
dition  of  a  Company  participation  in 
such  a  transaction,  that  the  parties  agree 
that  in  such  a  case  appropriate  entry  on 
the  books  of  the  custodian  or  intermedi¬ 
ary  would  constitute  delivery. 

A  few  commentators  stated  that  the 
rule  would  require  a  change  in  custodial 
agreements  for  all  customers  and  that 
a  custodian’s  other  customers  might  not 
wLsh  to  enter  into  such  an  agreement. 
This  might  limit  the  persons  with  whom 
a  Company  could  deal.  One  commentator 
questioned  the  validity  of  such  an  agree¬ 
ment.  and  another  suggested  that  present 
provisions  of  the  UCC  are  adequate  to 
deal  with  the  matter. 

The  Permanent  Editorial  Board  for  the 
Uniform  Commercial  Code  recently  rec¬ 
ommended  changes  in  the  UCC  to  deal 
with  uncertificated  securities  and  the  use 
of  depositories.*  Under  the  proposed 
changes,  a  transfer  of  a  security  in  a  de¬ 
pository  would  occur  when  the  custodian 
confirms  the  transaction  to  the  purchaser 
and  makes  an  appropriate  book-entry.’ 


*  Permanent  Editorial  Board  for  the  Uni¬ 
form  Commercial  Code,  Proposed  Revision  of 
Article  8  and  Related  Changes  In  Other  Ar¬ 
ticles  Recommended  by  the  Permanent  Edi¬ 
torial  Board  for  the  Uniform  Commercial 
Code  (April  1.  1977). 

®  Insofar  as  it  Is  relevant  to  the  foregoing 
problem,  subsection  8-313(1)  (d)  of  the  Code 
as  proposed  would  state  that  transfer  of  a 
security  to  a  purchaser  occurs  only  when  a 
financial  intermediary,  not  a  clearing  cor¬ 
poration.  sends  him  confirmation  of  the  pur¬ 
chase  and  also  by  book  entry  or  otherwise 
identifies  as  belonging  to  the  purchaser 

*  *  •  •  • 

(II)  a  quantity  of  securities  which  constl- 
tue  or  are  part  of  a  fungible  bulk  of  certifi¬ 
cated  securities  In  the  financial  Intermedi¬ 
ary’s  possession  or  of  uncertiflcated  securities 
ree-lstered  In  the  name  of  the  financial  Inter¬ 
mediary;  or 

(III)  a  Quantity  of  securities  which  con¬ 
stitute  or  are  part  of  a  fungible  bulk  of  se¬ 


ll  is  stated  by  the  Reporter  that  these 
changes  are  considered  desirable  express 
statements  in  the  light  of  modem  secu¬ 
rity  holding  practices  of  both  brokers 
and  banks  and  that  the  final  sentence 
of  present  subsection  (2)  of  UCC  section 
8-313  implies  this  result  without  stating 
it  expressly.® 

The  Reporter  also  explains  that  the 
reason  for  requiring  confirmation  to  a 
purchaser  and  book  entry  in  these  pro¬ 
visions  is  that  financial  intermediaries, 
other  than  clearing  corporations,  may 
themselves  be  the  beneficial  owners  or 
pledgees  of  securities  not  held  in  account 
for  their  customers.  Therefore,  in  the 
event  of  insolvency  of  either  the  finan¬ 
cial  intermediary  or  the  customer,  it  ap¬ 
pears  desirable  to  have  some  objective 
evidence  of  a  transfer  in  addition  to  an 
internal  book  entry.’ 

Accordingly,  the  proposed  rule  would 
require  that  when  a  Company  indirectly 
participates  in  a  depository  through  a 
Company  custodian  it  does  so  under  an 
agreement  which  requires  the  custodian 
to  sent  the  Company  confirmation  of 
any  purchase  or  sale  as  well  as  make  the 
appropriate  book  entry.  It  is  contem¬ 
plated  that  confirmation  W’ill  be  sent  im¬ 
mediately  upon  a  transaction  and  the 
making  of  the  appropriate  book  entry. 

Prohibition  Against  Commingling  As¬ 
sets  OF  A  Company  With  Assets  of 

Custodian  or  Intermediary 

The  proposed  rule  would  require  that 
the  assets  of  a  Company  w’hich  indirect¬ 
ly  participates  in  a  depository  through 
a  custodian  or  intermediary  not  be  in¬ 
cluded  in  any  account  that  iiicludes  as¬ 
sets  of  the  custodian  or  assets  of  the  in¬ 
termediary  held  by  them  other  than  as 
a  fiduciary  or  custodian  or  otherwise  for 
customers.  The  rule  would  not  require  a 
separate  or  sub-account  for  each 
registered  management  company  or  for 
registered  management  companies,  al¬ 
though  such  an  arrangement  could  be 
optional.  The  purpose  of  the  provision  is 
to  prevent  the  assets  of  registered  man¬ 
agement  companies  from  being  reached 
or  interfered  with  by  creditors  of  custo¬ 
dians  or  intermediaries. 

Whether  the  account  which  is  limited 
to  interests  held  for  customers  is  desig¬ 
nated  a  separate  account  or  a  sub-ac¬ 
count  would  seem  unimportant  so  long 
as  the  record  indicates  that  the  custo¬ 
dian  or  intermediary  has  no  interest  in 
the  account  other  than  that  it  holds  for 
customers.’ 


curitles  shown  on  the  account  of  the  financial 
Intermediary  on  the  books  of  another  finan¬ 
cial  Intermediary  •  *  *. 

A  “financial  Intermediary”  Is  defined  as 
"a  bank,  broker,  clearing  corporation  or  other 
person  (or  the  nominee  of  any  of  them) 
which  In  the  ordinary  course  of  business 
maintains  security  accounts  for  Its  customers 
and  Is  acting  In  that  capacity." 

•Proposed  Article  8  Revisions,  supra  note 
1.  at  48-49. 

nd.  at  49. 

•  See  footnote  12  infra. 


DEPOSITORY  obligations  IN  THE  EVENT  A 

CERTIFICATED  SECURITY  IS  LOST.  APPAR¬ 
ENTLY  DESTROYED,  OR  W’RONGFULLY 

TAKEN 

The  proposed  rule  would  require  that 
under  any  arrangement  pursuant  to 
which  a  Company  participates  in  a  de¬ 
pository,  the  depository  be  obligated  to 
take  all  appropriate  and  necessary  steps 
to  obtain  replacement  if  a  certificated 
security  in  the  possession  or  control  of 
the  depository  has  been  lost,  apparently 
destroyed,  or  wrongfully  taken.  The  rule 
does  not  apply  to  uncertificated  securities 
such  as  those  in  the  Book-Entry  System. 

For  example,  in  the  event  that  a  de¬ 
posited  certificated  security  is  lost,  ap¬ 
parently  destroyed,  or  wrongfully  taken, 
and  the  issuer  is  subject  to  the  UCC,  the 
requirements  of  the  rule  would  be  met  if 
the  depository  is  obligated  to  satisfy  the 
duties  of  owners  under  section  8-405  of 
the  USS.®  Since  it  would  be  the  deposi¬ 
tory  which  would  have  the  responsibility 
for  the  safety  of  securities  deposited  with 
it  and  knowledge  of  the  important  facts, 
it  should  be  responsible  for  discharging 
those  duties. 

Since  the  UCC  may  not  be  applicable 
to  some  issuers  whose  securities  are  in  a 
depository,  the  rule  requires,  in  any  ar¬ 
rangement  in  which  a  Company  partici¬ 
pates  in  a  depository,  that  the  depository 
be  required  to  do  whatever  is  appropriate 
or  necessary  to  obtain  replacement  if  a 
certificated  security  deposited  with  it  is 
lost,  apparently  destroyed,  or  wrongfully 
taken. 

transmission  of  proxy  materials  and 

OTHER  INFORMATION 

The  proposed  rule  requires  any  ar¬ 
rangement  pursuant  to  which  a  Com¬ 
pany  participates  in  a  depository,  to  pro¬ 
vide  a  mechanism  for  the  prompt  trans¬ 
mission  of  proxy  materials  and  other  in¬ 
formation  to  the  Company,  either  di¬ 
rectly  from  the  issuer  or  through  the  de¬ 
pository  and  any  custodian  or  interme¬ 
diary,  in  sufficient  time  and  form  so  that 
the  Company  is  able  to  vote  its  securities 
either  directly  or  through  authorization 


•  Under  section  8-405  of  the  UCC,  when  a 
certificated  security  has  been  lost,  apparently 
destroyed,  or  wrongfully  taken  and  the  owner 
falls  to  notify  the  Issuer  of  that  fact  within 
a  reasonable  time  after  he  has  notice  of  it 
and  the  Issuer  registers  a  transfer  of  the 
security  before  receiving  such  a  notification, 
the  owner  Is  precluded  from  asserting  against 
the  Issuer  any  claim  for  registering  the  trans¬ 
fer  or  any  claim  to  a  new  security.  Moreover, 
under  that  section  the  issuer  Is  obligated  to 
Issue  a  new  security  only  if  the  owner  ( 1 )  so 
requests  before  the  Issuer  has  notice  that  the 
security  has  been  acquired  by  a  bona  fide 
purchaser,  (2)  files  with  the  issuer  a  suffi¬ 
cient  indemnity  bond,  and  (3)  satisfies  any 
other  reasonable  requirements  Imposed  by 
the  issuer.  As  stated  In  the  explanation  to  the 
proposed  revision  of  section  8-405  of  the 
UCC.  which  would  explicitly  limit  the  pro¬ 
visions  of  that  section  to  certificated  securi¬ 
ties,  only  certificated  securities  can  be  lost 
destroyed,  or  stolen.  Id.,  at  76. 
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provided  bv  an  officer’s  instruction.  The 
effect  of  the  rule  would  be  to  require, 
when  a  Companv  participates  indirectly 
in  a  depository  through  a  bank  custodian, 
or  a  bank  custodian  and  an  intermediary 
bank,  that  the  custodian  and  the  inter¬ 
mediary  bank  have  obligations  with  re¬ 
spect  to  the  transmission  of  proxy  ma¬ 
terials  an  dother  information  that  are 
similar  to  the  obligations  of  brokers  un¬ 
der  the  Securities  Elxchange  Act  of  1934 
and  Rule  14b-l  (17  CFR  240.14b-l) 
thereunder.” 

ADEQUACY  OF  RECORDS 

In  a  depository  system,  beneficial 
ownership  of  securities  is  evidenced  by 
record.s  and  documents,  not  by  pos,se.ssion 
of  certificates.  To  be  in  a  position  to 
prove  this  interest,  ordinary  prudence 
would  apoear  to  require  an  owner  to  pre¬ 
pare  and  maintain  records  and  docu¬ 
ments  sufficient  in  the  ordinary  course 
of  business  to  evidence  its  holdings 
accurately  and  currently.  The  provisions 
of  Section  31  of  the  Act  (15  U.S.C.  80a- 
30)  and  the  rules  thereunder  already 
would  require  a  Company  participating 
in  a  depository  to  prepare  and  maintain 
such  material.  However,  since  the  records 
and  documents  maintained  by  a  custo¬ 
dian,  or  a  custodian  and  intermediary, 
through  whom  a  Company  is  partici¬ 
pating  in  a  depository  may  also  play  a 
crucial  part  in  the  Company’s  claim  of 
proof,  it  is  necessary  that  the  custodian 
and  any  intermediary  be  responsible  for 
preparing  and  maintaining  such  records 
as  would  be  necessary  for  the  Company 
to  prove  its  claims. 

This  is  one  reason  it  is  proposed  that 
approval  by  a  Company’s  board  of  direc¬ 
tors  be  required  not  only  of  a  Company’s 
participation  in  a  depository,  but  also  of 
the  manner  of  its  participation,  i.e.,  di¬ 
rectly,  or  indirectly  through  axustodian 
or  through  a  custodian  and  an  inter¬ 
mediary,  and  why  it  would  al.so  be  re¬ 
quired  that  in  making  such  determina¬ 
tions  the  board  of  directors  consider  (1) 
the  terms  of  an  arrangement,  (2)  the 
expected  ability  of  the  parties  to  perform 
their  respective  responsibilities,  (3)  the 
risk  factors,  and  (4)  such  further  infor¬ 
mation  as  may  be  necessary  or  appropri¬ 
ate  to  evaluate  the  terms  of  an  arrange¬ 
ment. 

The  board  of  directors  could,  and  prob¬ 
ably  should,  seek  the  advice  of  account¬ 
ants  and  lawyers  with  respect  to  these 
matters. 

VERIFYING  HOLDINGS 

When  a  Comoany’s  holdines  are  repre¬ 
sented  by  certificates  which  are  ear¬ 
marked  and  segregated  by  its  custodian, 
it  is  a  relatively  simple  matter  to  verify 
the  holdings  by  counting  the  certificates. 
This  is  not  possible  when  a  depository  is 
used.  Moreover,  simple  confirmation  by 
a  custodian  that  its  records  indicate  that 
the  Company  owns  the  shares  it  claims 
to  own  would  not  be  sufficient  to  verify 


>®See  Securities  Exchange  Act  of  1934  Re¬ 
lease  No.  13719  (July  5,  1977),  42  FB  35953 
(JiUy  13,  1977). 


ownership  unless  it  can  be  reasonably 
assumed  that  the  custodian’s  records 
accurately  state  the  positions  of  its  cus¬ 
tomers  and  agree  with  the  depository 
records  of  the  custodian’s  account  and 
that  the  depository  records  accurately 
state  the  positions  of  its  participants  and 
agree  with  the  securities  it  has  on 
deposit.  While  frequent  periodic  corrobo¬ 
ration  of  the  records  maintained  by  a 
Company  with  the  records  of  its  custo¬ 
dian  is  a  minimum  requirement  of  good 
practice,  adequate  verification  of  the 
Company’s  holdings  would  require  that 
there  be  a  reasonable  basis  for  assuming 
that  the  confirmation  is  reliable.  Internal 
accounting  control  reports  may  provide 
reasonable  assurance  that  the  accounting 
systems  of  the  depository  and  of  any  cus¬ 
todian  or  intermediary  are  maintained 
properly,  kept  current,  and  are  function¬ 
ing  without  material  inadequacy  and, 
thus,  provide  a  reasonable  basis  for  rely¬ 
ing  on  a  confirmation  by  a  custodian  of 
a  Cc«npany’s  position. 

'The  previously  proposed  rule  required 
that,  under  any  arrangement  in  which  a 
Company  parti  :ipates  in  a  depository, 
the  company  be  provided  with  an  inter¬ 
nal  accounting  control  report  on  the  de¬ 
pository  (other  than  the  Book-Entry  sys¬ 
tem)  ,  custodian,  or  intermediary  not  less 
frequently  than  once  a  year. 

In  its  statement  on  Proposed  Registra¬ 
tion  Standards  (Release  No.  34-13584) 
the  Commission  indicated  that  it  was  in¬ 
clined  to  require  that  semi-annually  a 
clearing  agency  obtain  an  examination 
report  prepared  by  an  independent  pub¬ 
lic  accountant  on  the  clearing  agency’s 
system  of  internal  accounting  control 
and  that  because  clearing  agen:y  par¬ 
ticipants  have  a  significant  interest  in 
the  adequacy  of  the  system  of  internal 
accounting  control  which  protects  their 
securities  and  funds,  the  Commission  was 
inclined  to  require  that  the  examination 
reports  be  furnished  to  all  participants 
promptly  after  the  reports  become  avail¬ 
able  to  the  clearing  agency. 

The  currently  proposed  rule  would  re¬ 
quire  that  any  such  report  provided  by 
a  depository  to  a  custodian  or  intermedi¬ 
ary  be  provided  by  the  custodian  or  in¬ 
termediary  to  a  Company  whose. se;uri- 
ties  are  in  the  depository. 

The  currently  proposed  rule  would  also 
require  in  an  arrangement  pursuant  to 
which  a  Company  utilizes  a  depository 
through  a  custodian  or  a  custodian  and 
an  intermediary  that  the  custodian  and 
any  intermediary  be  obligated  to  provide 
the  Company  with  such  reports  on  their 
respective  internal  accounting  control 
systems  as  the  Company  may  reasonably 
request. 

Some  commentators  thought  that  the 
previous  proposed  requirement  that  such 
reports  be  obtained  at  least  once  a  year 
was  vague  as  to  time  (presumably  as 
to  when  a  report  was  due  and  as  to  what 
period  the  report  was  to  cover),  another 
thought  that  reports  should  be  required 
semi-annually,  and  some  thought  the  re¬ 
ports  would  not  be  timely.  ’The  currently 
proposed  rule  is  intended  to  enable  each 
Company  to  get  the  reports  it  reason¬ 


ably  needs  to  verify  its  holdings  when 
it  needs  them. 

RIGHTS  OF  INSPECTION 

The  previously  proposed  rule  provided 
for  inspiection  by  the  participating  Com¬ 
pany  and  the  Commission  of  the  books 
and  records  of  the  depository  (other 
than  the  Book  Entry  System) ,  any  cus¬ 
todian,  and  any  intermediary  to  the  ex¬ 
tent  they  relate  to  depository  servi:es 
provided  the  Company. 

It  was  pointed  out  by  some  commen¬ 
tators  that  the  Commission  already  has 
powers  of  inspection  of  depositories 
(other  than  the  Book  Entry  System) 
under  the  Securities .  Exchange  Act  of 
1934.  Other  commentators  did  not  be¬ 
lieve  that  it  should  be  required  that  the 
participating  Company  have  the  right 
to  inspect  the  books  of  custodians,  in¬ 
termediaries,  and  depositories  since  (1) 
such  rights  of  inspection,  if  exercised, 
might  impose  an  imreasonable  burden  on 
the  parties  involved,  (2)  such  inspec¬ 
tions,  unless  very  limited  in  whch  case 
they  would  not  be  likely  to  have  much 
value),  would  involve  the  acrounts  of 
other  persons,  (3)  those  entities  to  which 
participating  Companies  were  only  indi¬ 
rectly  related  probablv  would  not  permit 
persons  with  whom  they  had  no  direct 
dealings  to  inspect  their  books,  and  (4) 
when  necessary,  inspections  could  be  re¬ 
quired  by  legal  process. 

Since  the  Commission  already  is  em¬ 
powered  to  inspect  depositories  (other 
than  the  Book  Entry  System)  and  reg¬ 
istered  management  companies,  the  pro¬ 
posed  rule  would  require  only  that  par¬ 
ticipation  by  a  Company  in  a  depository 
be  under  circumstances  in  which  the 
books  and  records  of  any  custodian  or 
intermediary,  to  the  extent  they  relate 
to  depository  services  rendered  a  Com¬ 
pany  are  open  to  inspection  by  the  Com¬ 
mission.  In  the  case  of  a  member  firm 
custodian  or  intermediary,  the  rule  would 
be  satisfied  by  reason  of  the  Commis¬ 
sion’s  powers  of  inspection  under  the 
Securities  Exchange  Act  of  1934. 

LIABILITY  FOR  LOSS 

It  was  previously  propased  that  on  di¬ 
rect  participation  the  depository  should 
be  liable  to  a  participating  Company  for 
any  loss  due  to  use  of  the  depository 
system  arising  through  (1)  negligence, 
misfeasance,  or  misconduct  on  the  part 
of  the  depository  or  any  of  its  agents  or 
employees,  (2)  liens  placed  by  creditors 
of  the  depository  or  creditors  of  other 
participants  or  their  customers,  (3)  deli¬ 
very  of  a  security  without  receipt  of  pay¬ 
ment  for  it,  or  the  making  of  payment 
for  a  security  without  its  delivery,  or  (4) 
any  other  cause  for  which  the  depository 
has  assumed  responsibility 

Subsequent  to  this  proposal,  the  Com¬ 
mission  announced  consideration  of  pro¬ 
posed  standards  that  should  be  followed 
by  depositories  with  respect  to  their  ob¬ 
ligations  to  participants.”  For  this  rea¬ 
son,  the  proposed  rule  does  not  deal  with 
the  general  obligations  of  a  depository  to 
a  participant  which  is  a  registered  man¬ 
agement  investment  company.  Moreover, 
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with  respect  to  the  reaching  of  debtor 
assets  by  creditors,  recent  statements  on 
the  UCC  indicate  that  the  liability  pro¬ 
vided  for  with  respect  to  liens  may  be 
unnecessary The  liability  provided  for 
with  respect  to  failures  of  delivery  or 
payment  also  seem  redundant  given  the 
other  requirements  of  the  proposed  rule 
with  respect  to  this  matter.  Similarly,  the 
requirement  in  the  previously  proposed 
rule  that  the  depository  be  liable  for 
losses  arising  from  a  cause  for  which 
the  depository  has  assumed  responsibility 
also  seems  to  be  unnecessary. 

However,  the  presence  of  a  custodian, 
or  of  a  custodian  and  an  intermediary, 
between  the  Company  and  the  depository 
is  a  factor  which  does  raise  several  ques¬ 
tions  requiring  special  consideration  in¬ 
cluding:  The  capacity  of  the  Company 
to  sue  the  depository  or  an  intermediary 
in  the  absence  of  privity  of  contract: 
which  person  or  persons  in  the  chain  of 
custody  would  haye  the  burden  of  ex¬ 
plaining  how  a  loss  occurred:  and  what 
the  liability  of  the  custodian  and  inter¬ 
mediary  should  be.  It  also  brings  into 
consideration  use  of  the  Book  Entry  Sys¬ 
tem,  in  which  only  indirect  participation 
through  a  member  bank  is  possible  at  the 
present  time. 

To  deal  with  these  questions,  it  was 
preyiously  proposed  that  the  custodian 
be  liable  to  a  Company  for  losses  result¬ 
ing  from  the  use  of  a  depository  arising 
by  reason  of  the  negligence,  misfeasance, 
or  misconduct  on  the  part  of  the  custo¬ 
dian,  any  intermediary,  or  the  deposi¬ 
tory,  or  any  of  their  respective  agents  or 
employees,  as  well  as  for  losses  resulting 
from  certain  liens,  failure  of  delivery  or 
payment,  or  other  causes  for  which  the 
custodian  had  assumed  responsibility.  It 
was  further  required  that  to  the  extent 
a  Company  has  not  been  made  whole  by 
its  custodian  for  any  loss  caused  by  use 
of  the  depository,  the  Company  be  en¬ 
titled  to  be  subrogated  for  the  custodian 
and  any  intermediary  in  any  claim  they 
may  have  against  an  intermediary  or  de¬ 
pository. 

“  S€curitie«s  Exchange  Act  Release  No.  13584 
(June  1,  1977),  42  FR  30065  (June  10,  1977). 

“Proro'ed  subsection  (4)  of  UCC  section 
8-317  provides  that  the  Interest  of  a  debtor 
in  a  certificated  security  which  is  in  the  pos¬ 
session  of,  or  registered  in  the  name  of.  a 
financial  intermediary,  or  in  an  uncertifi¬ 
cated  security  registered  in  the  name  of  a 
financial  intermediary,  may  be  reached  by  a 
creditor  by  legal  process  upon  the  financial 
intermediary  on  the  books  of  which  the  in¬ 
terest  of  the  debtor  appears.  In  explaining 
the  proposed  changes  in  section  8-317,  the 
Reporter  for  Article  8  stated  that  the  pres¬ 
ent  rule,  which  provides  that  a  creditor’s  lien 
upon  a  certificated  security  is  not  valid  until 
actual  seizure  is  entirely  appropriate  when 
the  security  is  within  the  debtor’s  control, 
but  when  the  debtor  does  not  have  such  con¬ 
trol,  the  rule  has  no  function.  Proposed  Arti¬ 
cle  8  Revisions,  supra  note  1,  at  56.  If  this  is 
the  case,  then  creditors  of  participants  in 
depositories  could  not  seize  deposited  securi¬ 
ties  with  possible  consequences  to  other  par¬ 
ticipants,  and  enforcement  of  the  rights  of 
a  creditor  of  a  participant  would  not  affect 
the  other  participants. 


Many  commentators  objected  to  this 
proposal.  One  commentator  suggested 
that  the  Commission  should  not  set  a 
standard  of  liability.  The  Commission 
believes,  however,  that  it  is  necessary 
that  the  standard  of  liability  in  any  par¬ 
ticular  custodial  relationship  not  be  one 
which  is  subject  only  to  the  relative  bar¬ 
gaining  poiVer  and  sophistication  of  the 
parties  since  it  is  conceivable  that  in  such 
circumstances  liability  might  be  re¬ 
quired,  for  example,  orJy  for  gross  negli¬ 
gence.  Such  a  standard  of  liability  would 
not  adequately  protect  investors,  and  the 
participation  by  a  Company  in  a  deposi¬ 
tory  system  is  expressly  made  subject  by 
section  17(f)  of  the  Act  (15  U.S.C.  80a- 
17(f))  to  such  rules  and  regulations  as 
the  Commission  may  prescribe  for  the 
protection  of  investors. 

Another  commentator  stated  that  if 
any  rule  is  valid  it  should  be  applicable 
to  all  users.  As  previously  stated,  the 
Commission  is  considering  what  the  obli¬ 
gations  of  depositories  (other  than  the 
Book  Entry  System)  should  be  to  parti¬ 
cipants  in  general.  For  this  reason  no 
special  consideration  is  being  given  in 
the  context  of  this  rule  to  what  their 
obligations  should  be  to  registered  man¬ 
agement  companies  in  particular.  How¬ 
ever,  the  Commission,  as  stated  above, 
does  have  responsibilities,  with  respect 
to  the  use  of  depository  systems  by  Com¬ 
panies,  that  it  does  not  have  with  respect 
to  other  users.  Therefore,  to  the  extent 
that  the  indirect  participation  of  a  Com¬ 
pany  in  a  depository  through  a  custodian, 
or  a  custodian  and  an  intermediary, 
raises  questions  concerning  the  protec¬ 
tion  of  investors  in  the  Company,  there 
are  grounds  for  a  special  rule  which 
would  deal  with  this  subject. 

A 'few  commentators  were  doubtful 
whether  custodians  would  serve  if  they 
were  required  to  assume  the  liabilities 
proposed,  and  some  commentators  ques¬ 
tioned  whether  bank  custodians  could 
assume  such  liabilities.  Another  com¬ 
mentator  suggested  that  if  such  liabili¬ 
ties  were  required,  they  should  only  be 
required  in  a  situation  in  which  the 
custodian  would  have  an  enforceable 
claim  against  the  persons  with  whom 
the  custodian  deposits  securities. 

It  was  suggest^  by  some  commenta¬ 
tors  that  a  custodian  should  be  liable  for 
its  own  negligence,  etc.,  that  the  persons 
with  whom  it  deposits  the  securities,  such 
as  an  intermediary  or  depository,  should 
be  similarly  liable  to  the  persons  they 
serve,  and  that  each  contract  should  pro¬ 
vide  for  subrogation. 

In  response  to  these  comments  and 
others,  it  is  currently  proposed  that  it  be 
required,  when  a  Company  is  an  indirect 
participant  in  a  depository  through  a 
custodian,  or  a  cust<^ian  and  an  inter¬ 
mediary,  that  the  custodian  be  liable  to 
the  Company,  and  any  intermediary  be 
liable  to  the  custodian,  for  any  loss  or 
damage  resulting  from  the  use  of  the 
depository  arising  by  reason  of  any  neg¬ 
ligence,  misfeasance,  or  misconduct  on 
the  part,  respectively,  of  the  custodian  or 
intermediary,  or  any  of  their  respective 
employees  or  agents,  or  from  a  failure  of 


the  custodian  or  intermediary  to  enforce 
effectively  such  rights  as  it  may  have 
against  an  intermediary  or  depository. 

To  the  extent  that  a  Federal  Reserve 
Bank  functions  in  the  Book  Entry  Sys¬ 
tem  in  its  individual  capacity  as  agent 
for  its  member  banks,  and  not  as  fiscal 
agent  for  the  Treasury,  the  rule  would 
require  a  member  bank  which  acts  as 
custodian  or  intermediary  with  respect 
to  securities  in  the  Book  Entry  System 
owned  by  a  Company  to  be  resE>onsible 
for  any  loss  or  damage  resulting  from  the 
use  of  the  System  arising  by  reason  of 
any  negligence,  etc.  of  the  Federal  Re¬ 
serve  Bank.“  Such  liability  of  a  principal, 
including  a  bank  principal,  for  acts  of 
its  agents,  including  other  banks,  would 
not  appear  to  be  unusual  or  prohibited. 

For  reasons  similar  to  those  previously 
mentioned  in  the  discussion  of  liability 
in  connection  with  direct  participation, 
the  previously  proposed  provisions  es¬ 
tablishing  liability  in  the  event  of  losses 
resulting  from  the  placement  of  certain 
liens,  failure  of  delivery  or  pavment,  or 
losses  from  causes  for  which  the  custo¬ 
dian  has  assumed  responsibility  by  con¬ 
tract  also  seem  unnecessary  in  connec¬ 
tion  with  indirect  participation. 

Commission  Action 

It  is  proposed  that  Part  270  of  CJhapter 
n  of  Title  17  of  the  Code  of  Federal 
Regulations  be  amended  by  adding  a  new 
§  270.17f-4,  as  follows: 

§  270.17f— 4  Use  of  depository  systems 
by  registered  management  compa¬ 
nies. 

(a)  Definitions.  As  used  in  this  section: 

(1)  “Book  Entry  System”  means  a  sys¬ 
tem  for  the  central  handling  of  securities 
operated  by  a  Federal  Reserve  bank  as 
part  of  the  joint  Federal  Reserve-Treas¬ 
ury  Department  book-entry  program  for 
United  States  government  and  agency 
securities  in  which  all  securities  of  any 
class  or  series  deposited  within  the  sys¬ 
tem  are  treated  as  fungible  and  may  be 


“  Uniform  Federal  Reserve  Bank  operating 
circulars  and  letters  regarding  Book  Entry 
System  securities  provide.  In  part,  as  follows : 

Any  bank  or  person  for  whose  account 
book-entry  securities  are  maintained  by  this 
Bank,  either  directly  or  through  others,  shall 
be  deemed  to  have  agreed  that  we  (a)  will  be 
responsible  only  for  the  exercise  of  the  same 
diligence  with  which  we  care  for  our  own 
property  and  (b)  will  not  be  liable  for  any 
loss  of  securities  when  a  loss  Is  due  to  any 
cause  other  than  lack  of  such  diligence. 

Spokesmen  for  the  Federal  Reserve  Banks 
contend  that  a  Reserve  Bank’s  potential  lia¬ 
bility  for  loss  of  securities  held  in  book  entry 
form  runs  only  to  Its  depositors,  l.e.,  member 
banks  depositing  their  own  or  their  cus¬ 
tomers’  securities,  and  is  limited  to  losses 
arising  out  of  the  Federal  Reserve  Bank’s  lack 
of  due  diligence  in  caring  for  the  securities. 
These  statements  of  the  duties  owed  by  Fed¬ 
eral  Reserve  Banks  to  their  member  banks  In 
connection  with  their  participation  In  the 
Book  Entry  System  seem  to  be  statements 
about  the  duties  of  an  agent  to  Its  principals, 
and,  therefore,  a  matter  between  them  which 
does  not  affect  the  duties  of  the  principals, 
l.e.,  the  member  banks,  to  their  customers. 
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transferred,  loaned,  or  pledged  by  book¬ 
keeping  entry  without  physical  delivery 
Of  such  securities. 

(2)  “Depository”  means  the  Book 
Entry  S3^tem,  and  any  system  for  the 
central  handling  of  securities  operated  by 
a  person  registered  under  the  Securities 
Exchange  Act  of  1934  with  the  C(»nmls- 
sion  as  a  clearing  agency  in  which  secu¬ 
rities  of  any  particular  class  or  series  of 
any  Issuer  deposited  within  the  system 
may  be  treated  as  fungible  and  may  be 
transferred,  loaned,  or  pledged  by  brok- 
keeping  entry  without  physical  delivery 
of  such  securities. 

(3)  “Company”  means  a  management 
investment  company  registered  under 
the  Act. 

(4)  “Officer’s  instruction”  means  a  re¬ 
quest  or  direction  in  the  name  of  a  com¬ 
pany  by  any  one  or  more  of  (i)  the 
Chairman  of  the  Executive  Committee, 

(ii)  the  President,  (iii)  a  Vice  President, 
(iv)  the  Secretary,  (v)  the  Treasurer  of 
the  company,  or  (vi)  any  other  person 
duly  and  specifically  authorized  by  the 
company’s  Board  of  Directors  or  Execu¬ 
tive  Committee  to  give  such  request  or 
direction. 

(5)  “Bank  custodian”  means  a  bank 
acting  as  custodian  for  a  company  in 
compliance  with  section  17(f)  of  the  Act 
and  the  rules  thereunder. 

(6)  “Member  firm  custodian”  means  a 
company  which  is  a  member  of  a  na¬ 
tional  securities  exchange  and  which  is 
acting  as  custodian  for  a  company  in 
compliance  with  section  17(f)  of  the  Act 
and'the  rules  thereunder. 

(7)  “Custodian”  means  a  bank  cus¬ 
todian  or  member  firm  custodian. 

(8)  “Intermediary  bank”  means  a  bank 
which  is  (i)  a  person  qualified  to  serve  as 
a  custodian  to  a  company  imder  section 
17(f)  of  the  Act  and  the  rules  thereunder, 
and  (ii)  acts  as  an  agent  for  a  custodian 
in  connection  with  the  use  of  a  depos¬ 
itory  in  which  the  bank  is  a  participant. 

(9)  “Intermediary  member  firm” 
means  a  company  which  (i)  is  a  member 
of  a  national  securities  exchange  quali¬ 
fied  to  serve  as  a  custodian  to  a  company 
under  section  17(f)  of  the  Act  and  the 
rules  thereunder,  and  (ii)  acts  as  an 
agent  for  a  custodian  in  connection  with 
the  use  of  a  depository  in  which  the 
member  firm  is  a  participant. 

(10)  “Intermediary”  means  an  inter¬ 
mediary  bank  or  intermediary  member 
firm. 

(b)  A  company  may  use  a  depository 
in  connection  with  a  custodianship  of  the 
company’s  assets  only  if ; 

(1)  (i)  'The  company  directly  partici¬ 
pates  in  the  depository,  or  (ii)  the  com¬ 
pany  indirectly  participates  in  the  de¬ 
pository  through  a  custodian  which  (A) 
directly  participates  in  the  depository 
or  (B)  indirectly  participates  in  the  de¬ 
pository  through  an  intermediary. 

(2)  When  a  company  directly  partici¬ 
pates  in  a  depository:  (i)  The  company 
has  a  system  for  the  giving  of  oflBcer’s 
instructions  that  is  designed  to  prevent 
and  to  limit  any  instructions  that  are 
not  duly  authorized.  Such  system  shall 
proyide  for  the  form,  content,  and  the 
means  by  which  an  officer’s  instruction  is 


given,  recorded  and  reviewed.  Such  sys¬ 
tem  itself  shall  have  been  approved  by 
the  Board  of  Directors  of  the  company 
after  having  been  examined  and  reported 
on  by  an  independent  public  accountant. 

(ii)  ’The  depository  may  pursuant  to 
an  oflacer’s  instruction  requesting  that  a 
specific  payment  be  made,  or  giving  gen¬ 
eral  standing  instructions  relating  to  fu¬ 
ture  payments,  make  payment,  from  any 
cash  received  by  it  to  or  for  the  account 
of  the  company,  to  an  account  of  the 
company  in  the  custodianship  of  a  bank 
custodian  or  for  payment  of  all  depos¬ 
itory  fees  and  penalties  or  for  all  deliv¬ 
eries  not  reclaimed.  The  depository  shall 
make  other  payments  from  any  such 
cash  only  upon  receipt  of  specific  officer’s 
instructions. 

(iii)  ’The  depository  may  transfer,  ex¬ 
change,  or  deliver  any  securities  of.  the 
company  held  by  the  depository  only 
upon  receipt  of  an  officer’s  instruction 
authorizing  the  transfer,  exchange,  or 
delivery. 

(iv)  Upon  termination  of  the  com¬ 
pany’s  participation  in  the  depository, 
the  depository  is  required  to  deliver,  sub¬ 
ject  to  the  depository’s  rules  regarding  a 
participant’s  fund  contributions,  cash, 
securities,  and  all  other  property  of  the 
company  to  (A)  a  successor  depository 
named  by  the  company,  (B)  a  custodian 
named  by  the  company,  or  (C)  a  bank 
named  by  the  company  to  act  as  the 
safekeeper  of  assets  of  the  com'bany,  and 
pending  appointment  by  the  company  of 
a  successor  depository,  custodian,  or  bank 
safekeeper,  to  a  bank  of  the  deposi¬ 
tory’s  own  selection  having  the  qualifica¬ 
tions  prescribed  in  section  26(a)  (1)  of 
the  Act  as  custodian  for  the  company,  to 
be  held  under  terms  usual  and  customary 
to  a  bank  custodian -ship  of  the  assets  of 
a  company. 

(3)  When  a  company  indirectly  par¬ 
ticipates  in  a  depository  through  a  cus¬ 
todian,  it  does  so  under  an  agreement 
which  provides  that  the  custodian  will 
send  the  company  confirmation  of  any 
purchase  or  sale  of  securities  and  by  book 
entry  or  otherwise  identify  as  belonging 
to  the  company  a  quantity  of  securities 
which  constitute  or  are  part  of  a  fungible 
bulk  of  securities  either  registered  in  the 
name  of  the  custodian  or  its  nominee  or 
shown  on  the  account  of  the  custodian 
on  the  books  of  an  intermediary  or 
depository. 

(4)  'The  company  participates,  directly 
or  indirectly,  in  the  depository  under  an 
arranagement  pursuant  to  which: 

(i)  With  respect  to  a  sale  of  a  security 
by  the  company,  the  depository  may 
effect  delivery  of  the  security,  except  de¬ 
livery  to  the  company’s  custodian  to  the 
account  of  the  company,  only  upon  pay¬ 
ment  for  the  security  or  the  depository’s 
guarantee  of  payment,  and  with  respect 
to  a  purchase  of  a  security  by  the  com¬ 
pany,  the  account  in  the  depository  rep¬ 
resenting  its  interest  may  be  debited  for 
payment  for  the  security  only  upon  de¬ 
livery  of  the  securities  to  the  account  or 
the  depository’s  guarantee  of  delivery; 

(ii)  'The  securities  and  cash  of  a  com¬ 
pany  indirectly  participating  in  a  de¬ 
pository  through  a  custodian,  without 


regard  to^  whether  an  intermediary  is  also 
being  used  in  connection  with  such  par¬ 
ticipation,  shall  be  represented  in  an  ac¬ 
count  at  the  depository  which  does  not 
include  any  assets  held  by  the  custodian 
(or,  if  an  intermediary  is  used,  by  the 
intermediary)  other  than  as  a  fiduciary, 
custodian,  or  otherwise  for  customers, 
and  when  the  custodian  indirectly  par¬ 
ticipates  in  the  depository  through  an 
intermediary,  the  securities  and  cash  of 
the  company  shall  be  represented  in  an 
account  of  the  custodian  at  the  inter¬ 
mediary  which  does  not  include  any  as¬ 
sets  held  by  the  custodian  other  than  as 
a  fiduciary,  custodian,  or  otherwise  for 
customers; 

(iii)  The  depository  is  obligated,  if  a 
certificated  security  in  the  depository  has 
been  lost,  apparently  destroyed,  or 
wrongfully  taken,  to  take  all  appropri¬ 
ate  and  necessary  steps  to  obtain  re¬ 
placement; 

(iv)  No  person  may  vote  (other  than 
pursuant  to  an  Instruction  of  the  com¬ 
pany  contained  in  an  officer’s  instruc¬ 
tion)  any  security  held  for  the  account 
of  the  company,  and  a  mechanism  ex¬ 
ists  which  permits  the  company  to  vote 
its  securities  either  directly  or  in  accord¬ 
ance  with  an  instruction  of  the  company 
contained  in  an  officer’s  instruction,  and 
with  respect  to  any  securities  held  di¬ 
rectly  or  indirectly  for  the  company,  pro¬ 
vision  has  been  made  for  the  prompt 
transmission  to  the  company,  directly 
from  an  issuer  or  through  the  depository, 
custodian,  and  any  intermediary,  of  all 
notices,  proxies  and  proxy  soliciting  ma¬ 
terials,  and  other  written  information 
(including,  without  limitation,  informa¬ 
tion  regarding  pendency  of  calls,  matvu’i- 
ties,  and  expirations  of  rights  in  connec¬ 
tion  with  the  securities)  distributed  to 
shareholders  by  the  issuer  including  all 
written  information  distributed  by  the 
issuer  of  any  security  whose  tender  or 
exchange  Is  sought  and  by  all  parties  (or 
their  agents)  making  the  tender  or  ex¬ 
change  offer; 

(V)  ’The  books  and  records  of  any  cus¬ 
todian  or  intermediary  used  in  connec¬ 
tion  with  a  comoany’s  indirect  participa¬ 
tion  in  a  depository,  to  the  extent  that 
they  relate  to  depository  services  ren¬ 
dered  to  the  company  by  the  custodian 
or  intermediary,  shall  at  all  times  during 
the  regular  business  hours  of  the  cus¬ 
todian  or  intermediary  (and  at  such 
other  times  as  may  be  acceptable  to 
them)  be  open  to  inspection  by  duly  au¬ 
thorized  employees  or  agents  of  the  Com¬ 
mission  ;  and 

(vi)  Any  custodian  and  any  intermedi¬ 
ary  is  obligated  to  provide  the  company 
with  any  report  obtained  by  the  custo¬ 
dian  or  intermediary  on  the  depository’s 
system  of  internal  accounting  control, 
and  any  custodian  and  any  intermedi¬ 
ary  is  also  obligated  to  provide  the  com¬ 
pany  with  such  reports  on  their  respec¬ 
tive  systems  of  internal  accounting 
control  as  the  company  may  reasonably 
require.  As  used  herein,  a  report  on  the 
system  of  internal  accounting  control  is 
a  report  on  the  accounting  system,  the 
internal  accounting  control,  and  proce¬ 
dures  for  safeguarding  securities  related 
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to  the  custodial  functions  provided  by  a 
depository,  custodian  or  intermediary 
which  is  based  on  an  examination  by  an 
independent  public  accountant  that  is 
sufficient  in  scope  to  provide  reasonable 
assurance  that  any  material  inadequa¬ 
cies,  existing  or  arising  since  the  prior 
examination,  would  be  disclosed.  The  re¬ 
port  shall  describe  any  material  inade¬ 
quacies  disclosed,  and  if  an  examination 
did  not  disclose  any  material  in¬ 
adequacies  the  report  shall  so  state. 

(5)  The  Board  of  Directors  of  the  com¬ 
pany  shall  have  approved  the  company’s 
parti  ripation  in  the  depository  and  the 
manner  of  such  participation,  i.e.,  direct 
participation,  or  indirect  participation 
through  a  custodian  or  through  a  cus¬ 
todian  and  an  intermediary,  after  having 


considered  the  terms  of  the  arrangement, 
the  expected  ability  of  the  parties  to 
perform  thier  responsibilities,  the  risk 
factors,  tind  such  further  information  as 
may  be  necessary  or  appropriate  to 
evaluate  the  terms  of  the  arrangement. 

(6)  When  the  company  is  an  indirect 
participant  in  a  depository  through  a 
custodian,  or  a  custodian  and  an  inter¬ 
mediary,  the  custodian  is  liable  to  the 
company,  and  the  intermediary  is  liable 
to  the  custodian,  for  any  loss  or  damage 
resulting  from  the  use  of  the  depository 
arising  by  reason  of  any  negligence,  mis¬ 
feasance,  or  misconduct  on  the  part,  re¬ 
spectively,  of  the  custodian  or  inter¬ 
mediary  or  any  of  their  respective  em¬ 
ployees  or  agents  or  from  a  failure  of  the 
custodian  or  the  intermediary  to  enforce 


effectively  such  rights  as  it  may  have 
against  ^e  intermediary  or  depository. 

It  is  proposed  that  the  rule  be  made 
effective  60  days  from  the  date  of  its 
adoption.  If,  pending  adoption  of  the 
proposed  rule,  an  investment  company 
wishes  to  participate  in  the  Book  Entry 
System  so  that  it  can  purchase  a  security 
which  is  not  available  in  certificated 
form  in  the  amount  desired,  the  Division 
of  Investment  Management  will  take  a 
liberal  position  on  the  issuance  of  no¬ 
action  letters. 

By  the  Commission. 

Shirley  E.  Hollis, 
Assistant  Secretary. 

December  8,  1977. 

[PR  Doc.77-36109  Filed  12-16-77;8:45  am) 
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